We analyze the role of political instability for the organizational form of foreign investment, whether it takes the form of a majority-or minority-owned investment. We focus on the instability generated by the change of the party in power in a democratic system, rather than on the risk of changes of political regime or expropriation risk associated with this change. In majority-owned establishments, a foreign investor retains the control and enjoys fewer agency problems, while for minority-owned investments or joint ventures domestic partners of a foreign investor can lobby the government for preferential arrangements, such as firm-specific tax breaks. Political instability decreases the payoff to political connections in the future and decreases the attractiveness of minority-owned investments. The implications of our model are supported by empirical tests. * We would like to thank
Introduction
International equity flows have become more important in recent years, with an aggregate amount of 781 billion US dollars in pre-crisis period. These flows are found to be important for the development of financial markets and economic growth.
1 During the recent crisis, the capital flight contributed to the propagation of the crisis and deterioration of the global economic situation. Until recently, there was a clear distinction in the academic literature between foreign direct investment (FDI) and foreign portfolio investment (FPI). More recent papers, however, show that this distinction is more subtle. Baker et al. (2008) find that FDI flows are responsive to a recipient country's stock market valuation, suggesting that multinational corporations use FDI in place of portfolio investment, in order to make arbitrage profits. Goldstein et al. (2008) , on the other hand, present evidence that collective investment funds, previously engaged only in FPI, now became sources of FDI. There is a growing body of literature that analyzes determinants of the composition of foreign investment, i.e.
on the share of FDI and FPI in total aggregate international investment.
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In this paper, we offer a political economy explanation for the choice of the form of foreign investment, highlighting the role of political instability. We offer a theoretical model and test its predictions using firm-level data on foreign ownership. We consider a foreign investor who chooses between majority-owned investment (or greenfield investment, or FDI) and a minority-owned investment (or joint venture, or FPI) . With FDI, the foreign investor retains control, whereas with FPI, control belongs to domestic partners of the foreign investor, i.e.
to inside shareholders. Profit diversion is minimized with majority owned investment in which the foreign investor has both ownership and control. If a foreign investor is a minority shareholder, and the control over the firm belongs to domestic investors, the latter have a comparative advantage in lobbying the government for policies that are profitable for their business. In the model, these policies have the form of preferential tax breaks.
3 As a result, the tax duties of a firm with minority foreign capital might be lower than the tax duties of a firm fully controlled by foreign investors. In sum, there are costs and benefits of majority-owned investment: it is more efficient because it minimizes agency problems, but it is associated with less valuable political connections. The model is also applicable to the choice of entry mode by MNCs, i.e. the choice between greenfield investments and joint ventures.
The policy choice in the model is endogenized by incorporating government's incentives.
Political instability decreases the benefits of the deals with domestic partners, because all political connections with unstable governments have a shorter expected time horizon. Political instability also changes the magnitudes of other effects in the model. It decreases the importance of property rights protection, exacerbates the effect of wealth bias in a system, and magnifies the effect of pre-tax returns to investment for the relative value of FPI. The model considers the effect of an unexpected crisis on the composition of investment flows.
The model predicts that there is a negative effect of a sharp decline in the rate of return on the relative attractiveness of minority-owned investments. This effect is expected to be stronger in countries with a more stable current regime, i.e. in those countries in which the existing pre-crisis investment flows were less skewed in favor of majority-owned investments.
To empirically test the model's premises and implications, we combine firm-level data from a large-scale international survey with country-level data on economic and financial development, political instability, and the quality of the legal system. Political instability within a democratic system is captured by variables such as the number of government crises, number of checks and balances, dummy for when a chief executive's party controls all the houses of legislatures, etc. We use three sources of data: a World Bank survey of small firms in developing countries, SDC mergers and acquisitions data, and aggregate BEA data on U.S. foreign affiliates. Our main predictions are consistently corroborated through different data sets.
Empirically, we first show that firms that are financed with a large share of foreign capital are less likely to think that tax administration is a large obstacle to their business.
We then argue that for all types of data there is a positive effect of political instability on the prevalence of majority-owned investment.
Our paper contributes to various streams of finance and economic literature that investigate the composition of international investment. The theoretical part of our paper is related to Desai et al. (2006) who analyze the interaction of corporate taxes and corporate governance. In their model, the government introduces a corporate tax which may, under some conditions, decrease the extent of managerial diversion. What we add to this theoretical discussion is the analysis of the role of political instability in the economy in which governments' incentives depend on the party in power. In addition, we add an international dimension to this problem by considering majority-and minority-owned foreign investment.
The logic of our model is also related to the discussion in Henisz (2000) , who studies the en-try mode of FDI by multinational corporations. He argues that for FDI, the factors that are relevant for the entry mode decision are political hazards (investment might be expropriated by a government), which could be avoided by partnership with domestic shareholders, and contractual hazards, as the initial up-front investment might be devalued or expropriated by domestic partners, as well as their interaction.
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The rest of the paper is organized as follows. Section 2 reviews relevant literature, section 3 presents a theoretical model, section 4 discusses empirical results, and section 5 concludes.
Literature
Our paper extends several streams of literature. First, it is related to standard governancefirm valuation models , La Porta et al., 2002 , Shleifer and Wolfenzon, 2002 . It is similar to the discussion in Stulz (2006) , who explores the interaction between the ownership structure, managerial diversion, and state behavior.
A number of authors highlight the negative role of political instability in shaping economic outcomes. show that economic growth in a country is lower in times of political instability. Alesina and Perotti (1996) argue that income inequality increases political instability which, in turn, decreases aggregate investment in a country. Siegel and Roe (2008) argue that political instability prevents financial market developments. Bernhard and Leblang (2006) show that stock market returns are lower in times of political instability. Siegel (2007) shows that in an unstable political system, some political connections might have negative value under some administrations and positive value under others.
There is also modeling research which analyzes international trade or investment flows and endogenizes the government's choice of policy. Adserà and Boix (2002) construct a model of policymaking in which trade openness and the size of the public sector are determined endogenously in a game between business, people, and the government. Svensson (1998) build a model that explains why governments in unstable and polarized societies may not have sufficient incentives to undertake legal reform to protect property rights and encourage private investment.
A major branch of the literature on institutional determinants of the quality of a financial system was started by La Porta et al. (1998) who emphasize the importance of the legal system and, in particular, of the origin of a legal system for financial outcomes. highlight that profit diversion might happen even in countries with a strong institutional environment.
Recently, a number of authors have investigated how political factors affect FDI. Empirical findings for the relationship between FDI and political regimes are mixed. Jensen (2003 Jensen ( , 2006 finds that a democratic regime in a host country increases FDI by multinational corporations (MNC). Jensen (2007) finds that democracy decreases political risk as estimated by a political risk insurance agency, and that the mechanism of this effect works through increasing constraints on the executive. O'Neal (1994) finds that the rate of return to FDI is a negative function of democracy. Resnick (2001) shows that a transition to democracy has a negative effect on FDI. Li and Resnick (2003) document that democracy has a negative effect on FDI once property rights protection is controlled for. Alesina and Dollar (1998) find that democratic institutions are not significant determinants of FDI, while economic and development variables have significant effects. Henisz (2004) shows that a higher number of veto players in the country reduces policy uncertainty. Henisz (2000) finds that the entry mode of MNCs depends on the extent of political constraints on the executive power in a country.
We extend the prior studies by examining the role of political instability on the mode of entry to foreign markets. We also examine how the sensitivity of institutional factors (property rights protection and the quality of legal environment) with respect to the mode of entry changes as political instability increases.
Model
In this section, we describe a theoretical model of interaction between foreign investors, a government, and inside shareholders of a firm. We assume that there is a foreign investor who chooses between majority-and minority-owned investment. With majority-owned investment, a foreign investor keeps control over production, while with minority-owned investment, the control belongs to domestic managers and shareholders. For majority-owned entities, the diversion of profit by managers or insider shareholders is minimized. Therefore, this form of investment solves agency problems more efficiently. With minority-owned investment or joint ventures, inside shareholders lobby the government for preferential tax breaks, so the tax duties of a firm with minority foreign capital are lower than the tax duties of a firm fully controlled by foreign investors. The main trade-off being analyzed is between better incentives in the firm's management, which solves agency problems and lends itself to better conditions for doing business, which provide the firm with a valuable competitive advantage.
Domestic firms often enjoy better conditions for doing business. They might have better access to external financing Zingales 2003a, 2003b) , and governments may pro-tect incumbents from foreign competition. Domestic investment funds enjoy preferential tax treatment in the EU. 5 Governments often choose to support domestic agricultural producers through tax subsidies. 6 Individual tax breaks distributed according to the will of politicians were common in Russia in the 1990s. 7 In sum, there is evidence that domestic firms often have lower tax rates as compared to foreign firms. This justifies the main theoretical assumption in the model that domestically owned firms with a small share of foreign capital, at least those with political connections, enjoy lower tax rates than comparable firms with large foreign ownership, which might also face indirect taxes (Desai et al. 2004 ).
In our model, the government cares about inside shareholders from a particular party and about social welfare. It chooses the tax rate for a firm in order to minimize the weighted sum of the social welfare function and the utility function of inside domestic shareholders. The problem for a foreign investor is complicated by the fact that governments may change, and the probability that the new government may not continue supporting inside shareholders is less than 1. In terms of the model, political instability decreases the benefits of majorityowned investment, since now all potential deals with the government have shorter expected time horizons and are, therefore, less valuable.
Overall, the choice between majority-and minority-owned investment is determined by expected payoffs of the foreign investor from these two forms of ownership. In the equilibrium, some investors choose to be major owners and some investors choose to buy smaller stakes, as corresponding payoffs include a stochastic component orthogonal to all variables in the model. As a result, the share of firms which choose majority-owned over minority-owned investments and joint ventures is determined by fundamental parameters of the model.
Setup

Foreign investment
We assume that there is a foreign investor who chooses between majority-and minorityowned investment and cares about the expected rate of return. Similarly, in Albuquerque (2003) and Razin et al. (1998) , the main difference between FDI and FPI is in who gets control over the assets. With FDI, the foreign investor keeps both ownership and control.
With FPI, the foreign investor does not retain control, and the profit from the project is subject to diversion by inside shareholders who have complete control. With FPI, inside shareholders are able to lobby for special policies for their business. In our model, the government has an option to give preferential tax breaks to individual businesses.
Political connections are not perpetual, however, and the political situation in a host country is uncertain. If a new party comes to power, the company might lose its preferential arrangements as the new government prefers to strike deals with its own supporters. As a result, tax rates for businesses with relatively small foreign stakes depend on which government is in power. Tax rates for majority-owned foreign businesses are always high as a host country's government never represents the interests of foreign investors. Even if official FDI income taxes are relatively low, there are some indirect taxes that are particularly important for FDI businesses (Desai et al. 2004 ).
The pre-tax rate of return to an investment project is R = R in the absence of diversion.
So, in our setup, R corresponds to majority-owned investment, and R is determined from a managerial problem that corresponds to investment with small foreign stakes. Here the implicit assumption is that for majority-owned investment projects agency problems are smaller as compared with the projects in which foreign investors are minority shareholders.
We model optimal diversion by following the approach in and we assume that managers solve the following problem:
, here S is the fraction of the profit, diverted by managers, α is the part of profit which managers officially receives, and costs of diversion depend on ψ, which characterizes the extent of protection for outside shareholders. We assume that α is sufficiently small to ensure that 1 − αR ≥ 0. In this setup, optimal S is given by 1 − αR ψ , and R = (1 − 1 − αR ψ )R, and R corresponds to the absence of diversion.
Government
The government cares about both the population of a country and a certain group of inside shareholders. Inside shareholders could be from party A or party B. The main difference between these two parties from the foreign investor's point of view is that the government may give preferential tax breaks only to its own supporters or give no tax breaks. So, if the foreign investor decides to become a minority shareholder, it makes sense to invest into the assets of supporters of party A when party A is in power.
Initially, the government is of type A, without loss of generality. Next period, the government remains the same with probability γ, and changes to a type B government with probability 1 − γ.
After-tax returns to majority-owned investment is given by (1 − t H )R. The expected return to a majority-owned project is, therefore, given by (1 − t H )R. Returns to a project with a small share of foreign capital, for which majority shareholders are supporters of a party in power, are given by the following expected utility:
Here γ is a parameter which characterizes the political stability of a regime. Lower values of γ imply that there is a higher probability for change of the party in power.
The government's problem for type A or B
The government cares about inside shareholders from their own party and about the social welfare. It chooses the tax rates so that the joint weighted utility of inside shareholders and the rest of the population is maximized. If a project in question belongs to inside shareholders from the government's party, the government gets a one-period utility function
Here ν(·) is the utility from public goods, produced out of tax revenues t L R, and (1 − t L )R is the aggregate post-tax profit of the firm.
The utility of an average citizen in a country who is not an inside shareholder is normalized to 0. Note that tR < tR, so the government which aims to maximize tax revenues prefers to tax firms with a larger share of foreign capital. The solution of the
is assumed to be interior. It is given by f.o.c.
"the greater the weight that the government puts on inside shareholders, the lower the special tax rate that the government chooses for firms with connections will be.
The tax rate for firms with large foreign ownership corresponds to the case in which the government does not put additional weight on the welfare of shareholders of the firm. In this case, the government solves ν(tR) → max t , which has a solution t = 1 if ν(tR) is always increasing over its domain [0, 1] . There is, however, optimal t < 1 which maximizes budget revenues, and it is less than 1 because of deadweight losses from taxation, which result in an associated Laffer curve. Thus, the problem of the government ν(tR) → max t has an interior solution denoted by t H .
Majority-owned companies vs minority-owned companies
As discussed above, the expected utility of the foreign investor from a minority-owned project is equal to
The utility of a foreign investor from a majority-owned project is (1 − t H )R . The foreign investor prefers a minority-owned project if
and a majority-owned project otherwise. In this setup, the benefits of having a local partner are limited to the ability to get a lower tax rate from the government. 9 So far, we have assumed that foreign investors are risk neutral and they maximize just an expected return.
If foreign investors become more risk averse, they should be more likely to pursue majorityowned projects, which would be a potential modification of the current model..
Comparative statics
The comparative statics is derived from the comparison of utilities of a foreign investor from two forms of investment.
The first result of comparative statics describes the effect of political instability on the composition of foreign investment flows.
Proposition 1 (The effect of political stability) Higher political stability of a current regime, γ, leads to relatively lower investment in majority-owned entities.
Proof. Proof:
If a government makes a special deal with a company with a small share of foreign capital, and it is expected to stay in power for a longer time (γ is higher), such a deal becomes more valuable for a potential outside shareholder. Even though outside foreign shareholders, foreigners, are not able to pressure the government, they might enjoy a positive externality if inside shareholders can do it. This should be true both at the firm level and at the aggregate levels. This proposition implies that higher political instability should positively affect the ratio of majority-owned foreign investment to overall foreign investment. In other words, high instability implies that only majority-owned investment, which is less dependent upon the identity of a ruling party (or identity of a ruler, in an autocratic country), is profitable. Note that this prediction does not go against the general wisdom that political instability is an obstacle to FDI investors, as it is focused on the ratio of majority-owned FDI to aggregate foreign investment, not on the volumes of FDI.
The next proposition shows how the effect of political instability depends on the extent of agency problems in a firm.
Proposition 2 (Interaction of stability and agency problems) The relative profitability of majority-owned investment is lower in firms with lower agency problems or if the rights of outside shareholders are better protected (ψ is larger). The magnitude of this effect is higher if the regime is more stable.
Proof.
∂U
The next proposition shows how the choice between majority-and minority-owned investment is affected by the interaction of political stability and inequality in political power.
Proposition 3 (Interaction of stability and political inequality) The negative effect of political stability on the relative profitability of majority-owned investment is magnified if the weight, which the government puts on inside shareholders, is higher.
Proof.
The intuition behind this proposition is simple. If political inequality is higher, the government puts more weight on the utility of inside shareholders, and the potential deal with the government becomes more valuable for foreign investors. This effect is amplified if the government is going to stay in power for a longer time period (i.e. if γ is higher).
Empirically, if the ratio of majority-owned FDI to total investment is a dependent variable, we should expect the sign of the interaction between measures of stability and political inequality to be negative.
Global Financial Crisis
The model can be extended for the case of an unanticipated negative shock which adversely affects the rate of return. We assume that during a crisis R decreases. Therefore, the utility of a foreign investor from both types of investment goes down. The ratio of R to R, which is equal to 1 − 1 − αR ψ , positively depends on R. When R goes down, the ratio of R to R goes down as well, and minority-owned investment becomes relatively less attractive for foreign investors, as they expect managers to divert relatively more. The condition (1) for choosing a minority-owned form of investment can be rewritten as
Note that, as both U minor and U major go down when R goes down, the effect of crisis on the aggregate foreign investment is unambiguously negative. The following proposition describes the effect of crisis:
Proposition 4 (Effect of crisis) If the rate or return on the project unexpectedly goes down, the relative attractiveness of minority-owned investment as compared with majority-owned investment goes down.
Now consider the effect of interaction of change in R and other parameters of the model.
The following proposition makes predictions about the size of the effect of decrease in R, as a function of political stability and political inequality.
Proposition 5 (Interaction of crisis, political stability, and political inequality) If the rate of return on the project unexpectedly goes down, the relative attractiveness of minority-owned investment, as compared to majority-owned investment, goes down, and this effect is stronger in countries with higher political stability (γ) and higher weight on inside shareholders (λ).
Proof. First,
Then,
This proposition implies that we should expect a stronger increase in the ratio of majorityowned to aggregate foreign investment in countries with more stable political power and in countries with larger political inequalities. For stable countries, investors found them attractive, as the expected stream of benefits from political connections is large. The crisis, however, makes the managers more interested in diverting the profits, so the relative attractiveness of minority-owned investment in these countries declines. For unstable countries, the relative benefits of minority-owned investment are less important, so foreign investors invest less in the form of FPI from the very beginning. Therefore, the change in the composition of foreign investment in these countries should be smaller, as they already have the composition of investment flows adjusted for relative unattractiveness of minority-owned investment. A similar logic holds for political inequality. The greater the weight that the government puts on inside shareholders, the less change that is needed in the composition of investment flows, which are necessary to adjust to new circumstances after the crisis.
Many firms and general equilibrium
The propositions above present the comparative statics for an individual firm which interacts with the government. Basically, all comparative statics is based on the comparison of the utility of the foreign investor under majority-owned investment and under minority-owned investment. Now we consider the case of stochastic payoffs U major = U major + υ and U minor = U minor + ξ. The difference between U major and U minor is assumed to be random i. i. d. firm-specific variable ε i with zero mean. For simplicity, we assume that the government plays a separate game with each firm. Then in the equilibrium some firms choose majorityowned investment and some firms choose minority-owned investment despite the fact that fundamental parameters of the problem are such that the comparison of U major and U minor is unambiguous.
Note that in aggregate data we do not observe the choice of individual firms, but rather see aggregate assets of majority-owned affiliates and of all affiliates. What we do observe is M I{ U major > U minor } as aggregate assets of majority-owned affiliates, and
here M is the average size of a foreign affiliate. The ratio of aggregate assets of majorityowned affiliates to aggregate assets of all foreign affiliates can be written as:
In (2), N is the total number of firms. As N approaches infinity, this ratio approaches
, by the law of large numbers. If F is uniformly distributed with density ψ, the ratio of aggregate assets of majority-owned affiliates to aggregate assets of all foreign affiliates, major major + minor , is proportional to U major − U minor ψ . Therefore, all propositions of comparative statics that show when minority-owned investment is more or less profitable as compared with majority-owned investment should still hold for the ratio of aggregate assets of majority-owned affiliates to aggregate assets of the foreign affiliates. In other words, we expect all described effects to be observed not only for the individual firms, but also for the composition of foreign equity flows in aggregate data.
A more complicated case to consider is the equilibrium in which a single government plays the game with multiple firms. Individual tax rates still remain individual, but now the social welfare is a concave function of the sum of tax revenues, while the government cares about all corporate insiders together. The new government's problem can be written as
where N 1 is the number of firms for which inside shareholders have political connections, N 2 is the number of firms for which inside shareholders do not currently have political connections, and N 3 − N 2 is the number of majority-owned firms. First order conditions for a tax rate of privileged firms are
for i = 1, ..., N 1 . Note that optimal t i L (λ) is a decreasing function of λ, so the comparative statics for majority-vs minority-owned investment comparison still holds. Another interesting trade-off emerges as N 1 , the number of insider firms with connections, increases. On the one hand, as the number of firms increases, the government cares less about each firm individually, so the optimal tax rate for these firms should be closer to the social optimum.
On the other hand, as the aggregate amount of collected taxes goes up, the social utility from public good provision becomes flatter because of its concavity, so the socially optimal tax goes down. Presumably, the first effect should dominate in the real world, and in economies with more concentrated firm ownership, the distortions in tax policy introduced by lobbying should be larger.
Empirical Evidence
In this section we provide empirical evidence that is in line with the main proposition of the model, that the composition of foreign investments depends on political instability, by which we understand the probability that the government from the same party will remain in power in the next period. We also provide evidence in favor of the specific mechanism at work, namely, that the key advantage of the minority-owned projects is that they allow connections of the local partners to be leveraged to secure preferential tax treatment for the firm.
Data
We test our hypotheses using both firm-level and aggregate data. The firm-level data is drawn from two independent sources. First, we use firm-level data collected by the Enter- Central and Eastern European countries. The survey contains information on the ownership structure of the firms and particular problems that they face. Only firms with a non-zero fraction of foreign ownership were included in the sample. Some important control variables were not available for some countries, which left us with a total sample size of 3,888 firms.
Our key dependent variable, majority-owned project, is a dummy variable based on firms' responses to the following question in the survey:"What percentage of your firm is owned by: ... foreign private sector." Following the IMF methodology we consider investment to be majority-owned (FDI) if the fraction of foreign capital is larger or equal to 20 percent, and minority-owned (FPI) if it is less than 20 percent.
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In addition, the survey contains some basic information about the firms, such as the size size of the firm (dummies for a medium and a large size) and whether the firm exports its product (dummy variable equals 1 if the firm sells some of its products abroad).
The second firm-level dataset that we use is worldwide Mergers and Acquisitions data The key dependent variable is a dummy variable for majority-owned investment if the foreign acquirer's percentage owned after the transaction is over 50%. In addition we use a dummy variable denoting a change from minority-owned investment to a majority-owned investment. Almost 90% of the transactions resulted in foreign acquisition of over 50% of the control of the target companies. More than half of these transactions represented a change from minority-owned investment to a majority-owned investment.
In addition to the firm-level data we use aggregate data on the U.S. foreign investments In contrast to previous studies, we focus on political instability in the form of lawful instability within a democratic system, rather than the probability of a regime change. To measure political instability, we use two data sources. First, we use data on government crises from the Banks (2008) data archive. This source is widely used in the economic literature on the effects of political instability (e.g. . Second, we use data from the World Bank's Database on Political Institutions compiled by Beck et al. (2010) . In particular, we use variables such as a dummy variable for whether the party of the executive controls all relevant houses, vote share of party with most seats in legislature, government fractionalization and number of veto players. For these measures, higher values correspond to less political instability except for government fractionalization, for which higher values are associated with greater instability.
We also use several country-level variables to control for a country's economic and financial development. In particular, we use GDP per capita (logged), the size of the population (logged), market capitalization to GDP ratio as a proxy for the country's financial development, and share of urban population from World Development Indicators. We also use the measure of democracy from Polity IV database and the measure of capital control by the Economist Intelligence Unit. 
Empirical results
We start by providing evidence in favor of the proposed mechanism that drives the difference between FDI and FPI; namely, that firms that face more problems with government regulation and taxes are more likely to have a minority stake by foreigners, as in this case local partners can secure better treatment in terms of government regulation and taxes. In particular, we test whether majority-owned firms perceive taxes as a less important problem for their business, as compared with minority-owned firms. In the Enterprise Surveys dataset, firms were asked whether taxes and tax administration, among other issues, posed important obstacles for the operation and growth of their business. They were also invited to judge the severity of the obstacle on a " four-point scale where: 0 = No obstacle 1 = Minor obstacle 2 = Moderate obstacle 3 = Major obstacle 4 = Very Severe Obstacle." We check whether firms that mentioned taxes, tax administration, and trade regulation among important obstacles are indeed the firms which were chosen for minority-owned foreign investment. The results reported in Table 1 indicate, that among a long list of potential problems, firms with majority stake by foreigners are less likely to view all the issues that are directly linked to government regulation -tax rates, tax administration, and customs and trade regulations -as a serious problem. In all other respects except for the skills of available workers, majority-owned projects are not different from minority-owned projects. Note that we focus on within country variation, as all our estimates include country, industry, and year fixed effects. This finding is consistent with the premise that preferential tax breaks is one of the important frictions leading foreign investors to give up control and to engage in a minority-owned method of financing.
Next, we use several different data sets to test the main prediction of the model regarding the effect of political instability on the choice between majority-and minority-owned investment (Proposition 1), namely, that higher political instability makes foreign investors more likely to acquire majority stakes in local firms.
The results of this estimation using the Enterprise Surveys dataset show that controlling for firms' characteristics, the effect of political instability on the prevalence of majorityowned foreign investment is indeed positive (see Table 2 ). Political instability, considered as peaceful change of government within the current system and proxied by government crises, has a positive effect on the likelihood of majority-owned foreign investment. Conversely, political stability in the other estimations, proxied by the vote share of the party with most seats in legislature, has a negative and significant effect on the likelihood of majority-owned foreign investment. Note that many country-level instability variables vary little with time, and, as a result, the coefficients are imprecisely estimated which makes it more difficult to find significant coefficients. Moreover, the lack of variation over time causes some of the control variables to be dropped in the estimation as a result of collinearity. Overall, the results that use firm-level data on foreign ownership from Enterprise Survey are consistent with the predictions of Proposition 1.
Next, we test the same hypothesis using a different firm-level data set, which contains information on cross-border mergers and acquisitions. In particular, we test whether in countries with higher political instability, firms are more likely to acquire majority stakes in foreign firms. Tables 3 and 4 report the results of the analysis of the effects of instability on a variable capturing acquisitions of major shares in foreign companies (majority-owned investment if the acquirer's percentage owned after the transaction is over 50%). Consistent with our hypothesis, the situation in which the party of the executive controls all relevant houses and a higher number of veto players, both of which indicate lower level of political uncertainty, have a negative effect on acquisitions of major shares in foreign companies (see Table 3 ). In addition, higher government fractionalization, which is indicative of the higher level of political uncertainty, makes it more likely that a stake in a foreign firm will be increased to a majority. Overall, the results using firm-level data on the acquisitions of foreign companies from SDC dataset are also consistent with the predictions of Proposition 1.
Finally, Table 5 presents the estimation results using annual aggregate data from BEA.
In this analysis we use as the dependent variable the share of assets of majority owned U.S.
foreign affiliates in total assets of U.S. foreign affiliates. Consistent with our hypothesis, political instability measured in the form of government crises is associated with a positive effect on the share of majority owned U.S. foreign affiliates, whereas a higher vote share of the party with the most seats in the legislature, which indicates lower political instability, has have a negative effect on this share. Thus, the results of the aggregate level analysis are also consistent with the main prediction of the model.
In general, the results using three independent data sources on the composition of international investment flows consistently show that higher political instability is associated with a higher share of majority-owned investments, which confirms the main prediction of the theoretical model. In addition, there is empirical evidence that provides support for the particular mechanism proposed in the model; namely, that foreigners are more likely to limit their investments to a minority stake in firms that experience problems with government regulation and taxes, since in that case it provides incentives for the local partners to use their connections to help mitigate these problems.
Conclusion
We offer a political economy explanation for the composition of international investment flows. In our model, majority-owned investment is more efficient because it mitigates agency problems, while investment in firms controlled by domestic partners is profitable as it facilitates lobbying and other interactions with the government of the host country. In the latter case, domestic partners of foreign investors are able to press the government for particular policies that are beneficial to a firm such as individual tax breaks or government contracts.
Political instability decreases the relative value of minority-owned investment, as compared with majority-owned investment, so it affects the equilibrium capital allocation. We predict that political instability makes minority-owned investment a relatively less attractive option as compared with majority-owned investment. We also find that agency problems exacerbate the effect of political instability.
Our model takes into account political characteristics and political stability of a host country and derives testable predictions for both aggregate data and firm-and industrylevel data. It is consistent with some stylized facts and existing empirical evidence about the composition of foreign investment. To test the model directly, we use three independent data sources on the composition of international investment flows to examine the effect of political instability, defined as a lawful change of the party in power, on the share of majorityowned investments (i.e. FDI or greenfield investments). Consistent with our model, political instability increased the probability of majority-owned investments. In addition, the results provide tentative support to the mechanism proposed in the model, as foreign investors limit their investments to a minority stake in firms that experience more problems with taxes and government regulations. from Marshall and Jaggers (2008) Polity IV project. Sample: firms with non-zero foreign ownership are included in the sample. Dependent variable: an answer to the question "please tell us if any of the following issues are a problem for the operation and growth of your business" on a five-point scale with 0 = No obstacle, 1 =Minor obstacle 2 = Moderate obstacle 3 = Major obstacle 4 = Very Severe Obstacle. Marshall and Jaggers (2008) Polity IV project. Sample: firms with non-zero foreign ownership are included in the sample. Estimation with country fixed effects is possible, as for many countries surveys were administered in at least two years. In some specifications country-level controls are dropped from the regression because of collinearity with country fixed effects. Marshall and Jaggers (2008) Polity IV project. Only companies with non-zero initial foreign ownership are included. In some specifications country-level controls are dropped from the regression because of collinearity with country fixed effects. 
